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EFFECTS OF FREE SURRENDER AND LOAN PRIVI- 
LEGES IN LIFE INSURANCE. 

By Milks Mbnandbr Dawson. 



The custom of deducting somewhat from the cash assets 
contributed by a policy in fixing its surrender value is per- 
haps universal ; the only variation is as to the amount thus 
deducted. This practice is principally defended upon the 
ground that withdrawals from an office tend to lower the 
average vitality of the lives insured. This assertion is justi- 
fied by a priori reasoning, as follows : The more robust lives 
are more likely to withdraw, the less vigorous to remain at 
all hazards. The premiums of the office are calculated upon 
certain mortality assumptions which may be vitiated by such 
adverse selection. The imposition of a surrender charge will 
tend to discourage such voluntary surrenders, and will also 
recompense the office for the impairment of the average 
vitality of the lives insured. If the surrender charge be made 
more than is required to offset this damage, it will the more 
deter such voluntary surrenders, and if surrenders still occur, 
they will therefore occasion a gain and not a loss for persisting 
policy-holders. In this no mention is made of the surrender 
charge championed by Elizur Wright and incorporated into 
the cash surrender law of Massachusetts, a charge imposed in 
order to cover the cost of obtaining a new life in the stead of 
the one withdrawing. This is really merely a correction of 
the error made in the calculation of reserves by what is 
known as the net valuation method, which assumes that the 
expenses incurred because of a policy are the same amount 
each year, while the fact is that the expense of the initial 
year is much the greater. The consequence of employing 
this system of computing reserves is to make the assets of a 
policy, especially in its earlier years, considerably larger than 
the fund really contributed by the policy is. A surrender 
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charge to revise such an error cannot properly be criticized ; 
it only remains to deplore that the system of valuation is not 
made to square better with the facts, especially since solvency 
is a matter of fact. 

Nothing in life insurance which has not been demonstrated 
by concrete fact seems so reasonable as the assumption that 
a serious adverse selection takes place by the conscious with- 
drawal of good lives. Yet the sole phenomenon which tends 
to support this view is that of the increase of mortality each 
year upon freshly selected lives, an increase diminishing in 
rate as the date of selection becomes more remote. This 
phenomenon, however, has never been demonstrated to pro- 
ceed from adverse selection, but, instead, merely from the 
wearing off of the benefits of the original selection. It has as 
yet not proven feasible to discover whether the mortality in 
lives withdrawn is more favorable than in lives remaining. 
It could hardly be demonstrated otherwise than by observa- 
tion of the vital history of withdrawn lives, a thing not with- 
out difficulties. Comparisons of the mortuary experience of 
companies which allow liberal values on surrender and 
companies which are less liberal have so far not yielded any 
support to the theory of adverse selection. Dr. Emory 
McClintock, in his paper on " The Effects of Selection," 
acknowledges this, but remarks: "So potent is theory, how- 
ever, that I prefer to believe." And, indeed, the abstract 
reasoning is very convincing, especially if one is not accus- 
tomed to consider how little reliance may be put in any calcu- 
lation based upon the motives of human action. Directly in 
this connection an instance of the perversity of human 
nature may not be out of place. A certain man, who was 
insured in a strong American office on a limited payment life 
plan, was in feeble health, and in somewhat reduced circum- 
stances, when his premium fell due. Distrusting his own 
sagacity, he sought his banker and counselled whether to pay 
the premium out of his diminishing store. The banker's sage 
advice was to take a paid-up fractional policy and default in 
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the payment of the premium. The insured did the latter, 
accordingly, but neglected to attend to the former. He died, 
leaving no insurance whatever legally in force. This is only 
an unusually flagrant example of a common case of stupid 
carelessness in matters of importance. Theories, therefore, 
which depend wholly upon man's self-interest are not sure 
to stand. 

The first and most important defence of the system of sur- 
render charges is on the ground of necessity. The experience 
of the National Life Insurance Co. of the U. S. disproves 
this theory ; since, without new insurance, and with a con- 
stantly decreasing volume of business, and although dis- 
credited, its mortality has not at any time materially exceeded 
the expected deaths according to the 17 Offices' Tables, and 
has usually been much smaller. 

Since, then, surrender charges are not justified by sheer 
necessity, it remains to consider whether they are to be 
desired to protect persisting policy-holders from loss or to 
procure for them gain. The first of these involves the ques- 
tion of avoiding a loss, the second the question of making a 
profit. Between these two there may be a moral issue, as 
some contend, but it is foreign to the purpose of this paper 
to discuss it. The contention that the imposition of such 
charges tends to deter men from surrendering because of 
dread of loss, or to induce them to continue in the hope of 
gain, also requires attention, though it is at once evident that 
at the very moment, when on the assumption that again may 
be made by forfeitures, discontinuance would be profitable, 
the deterring influence would be strongest and vice versa. 

Before entering upon these inquiries, however, it may be 
well to pause and consider for a moment two common objec- 
tions to allowing full surrender values which are urged rather 
by business men than by actuaries. They contend that in 
times of financial stress it might be possible for withdrawals 
to assume the threatening form of a " run," carrying down 
the company. This, again, is calculating upon the motives 
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of human action. Men do not think of life insurance com- 
panies as mere banks of deposit, and, despite the squally 
times of 1893, no such runs have ensued. If the practice of 
paying liberal cash surrender values became common, there 
would be no need for a law commanding it, or for a clause in 
policies promising it., in which case companies would be able 
to suspend such payments if found necessary. At the present 
many companies avoid this difficulty by stipulating for sur- 
render only at the anniversary of the policy, or upon certain 
notice, and at other times make the cash allowance a matter 
of courtesy. The other contention is that to offer such 
values is practically to put a premium upon surrender, more 
especially during times of financial reverses, and that the 
rate of discontinuance is thereby augmented. Of course, 
unless it is proven that this increase in surrenders inflicts an 
injury upon the office, this argument has little weight. 
Whether in practice it plays a considerable part is also doubt- 
ful, since financial reverses which compel one thus to sur- 
render would also be likely to compel him to discontinue for 
want of means to meet premiums. And the objection is cer- 
tainly obviated by offering advances within amount of the 
assets of the policy upon the security of the policy itself. 
Such is the common, if not the universal, practice of com- 
panies, which allow liberal cash surrenders, and the two 
things are considered together in this paper. The only great 
company with which I am familiar, which allows liberal cash 
values, but does not allow loans, shows a considerable falling 
off of surplus earnings as the result of 1893 experience. 

If the imposition of a surrender charge has any influence 
in deterring persons from discontinuing through fear of loss, 
it has not yet been discovered in insurance statistics. In his 
address to the Russian government, in defense of the tontine 
system of his company, Rufus W. Weeks, Actuary of the 
New York Life Insurance Co,, brought forward as evidence 
on this point a comparison of discontinuances of tontine and 
ordinary bonus policies in his company through a like term 
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of years. But, in addition to the fact that this statement is 
made in a special plea, which alone discredits it for use else- 
where, we discover that the ordinary bonus policies of the 
company were subject also to a heavy surrender charge ; the 
comparison is, therefore, only between surrender charges, 
both heavy, but of different degrees. The policies which 
were wholly forfeited at death were all sold, with the hope 
of large returns during life, as an inducement, and were sold 
during a year of commercial crisis, 1873, to men who, in such 
times, had confidence in their own financial ability, so that 
they dared to go into a speculation, offering big returns, but 
at a risk of the loss of all. These men were then strongly 
influenced to continue by their expectation of large returns. 
To compare such policies thus obtained with policies of all 
sorts, in the main bought for life insurance only, and return- 
ing each year a more disappointing bonus, is manifestly 
unfair if the purpose be to show the effect of forfeitures in 
discouraging discontinuances. The unfairness is greater if, 
as has been charged publicly, but not denied, the statistics 
concerning the tontine class have reference to policies issued 
during panic years to persons still solvent, and the statistics 
concerning ordinary bonus policies refer to policies issued 
before the panic to persons, many of whom were ruined by the 
panic. All of these considerations lead us to reject the com- 
parison as having no proper bearing upon the questions we 
are considering. 

The rate of discontinuances in offices allowing liberal sur- 
render values is not greater than in others which do not. 
No company of the latter sort, whose statistics are accessible, 
shows so remarkable persistency on the part of its policy- 
holders as the Australian Mutual Provident Society, which, 
all in all, perhaps allows more privileges in the way of liberal 
cash and loan values than any other office. This institution, 
which is now in its forty-seventh year, has in force over 60 
per cent of all the insurances it has ever effected. 

For statistical exemplification, the questions as to whether 



41] A Statistical Study in Life Insurance. 89 

there is a loss because of adverse selection by discontinuance, 
whether this loss can be made good through a surrender 
charge, whether by means of a surrender charge persons may 
be led to retain their policies, and whether by increasing the 
surrender charge a profit may be made over the loss occa- 
sioned by the discontinuance, may be regarded as one inquiry. 
As the two extremes of low and high surrender charge and 
liberal and illiberal privileges do not exist in any one com- 
pany at the same time, it is not easy to institute comparisons 
which will be convincing. The good fortune to be able to 
do this has come to me at this time through the especial 
courtesy of Mr. C. A. Loveland, Actuary of the Northwestern 
Mutual Life Insurance Co., of Milwaukee, U. S. A., and Mr. 
Richard Teece, Actuary of the Australian Mutual Provident 
Society, of Sydney, N. S. W. These two companies are 
much alike in unimportant as well as important particulars. 
They are in possession of nearly a like amount of invested 
funds, the Northwestern holding the larger amount of total 
insurance, however, and being just ten years the junior. 
Each company enjoys, in its own field, the reputation of pay- 
ing the largest bonuses, and each confines its business strictly 
to its own country. In essential particulars the resemblance 
is even more remarkable. The mortality experiences of both 
companies are exceedingly favorable in comparison with the 
standard tables. The actual deaths in the Australian Mutual 
Provident Society have been under 70 per cent of the ex- 
pected deaths, according to the HM Table, and the experi- 
ence of the Northwestern Mutual Life Insurance Co., which 
will shortly be given to the world, shows mortality of near 
70 per cent of the expected, according to the 17 Offices' Table. 
There is also a marvelous correspondence between the rates 
of interest realized by the two institutions during each of the 
last ten years on their mean assets. The rates for years 
1883 to 1892, inclusive, are as follows : — 
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Year. 


Northwestern Mutual. 


Australian Mutual Provident. 


1883 


6.17 


6.04 


1884 


6.18 


6.16 


1885 


6.08 


6.17 


1886 


6.07 


6.10 


1887 


6.24 


6.04 


1888 


6.03 


6.00 


1889 


6.12 


6.05 


1890 


5.86 


5.96 


1891 


5.91 


5.96 


1892 


5.68 


5.94 



The figures relative to the Northwestern are copied, with- 
out verification, from the Definitive Analysis of Life Insur- 
ance Returns, by B. F. Brown, which is incorporated into the 
Insurance Year-Booh, and the figures relative to the Aus- 
tralian Mutual Provident are also taken without verification 
from a publication of the Society. The interest of each is 
expressed in decimals, which may be understood as pounds 
or dollars, as may also all other figures denoting money 
throughout this paper. The interest factor used by the 
Northwestern during this ten years in determining bonuses 
and in computing the accumulation of tontine surplus was 
not once altered. Consequently, the fall of interest during 
1892 will not affect these or the following figures. The Aus- 
tralian Mutual Provident experienced a similar fall of interest 
rate during 1893. 

These companies, which are so similar in so many bonus- 
determining regards, are widely dissimilar in their attitude 
on the surrender and policy-loan questions. Under the guid- 
ance of the learned and conservative Dr. Emory McClintock, 
now Actuary of the Mutual Life, of New York, the North- 
western has most consistently acted upon the theory that dis- 
continuances cause adverse selection ; that surrender charges 
of considerable magnitude both discourage surrenders and 
offset their effects, and, if carried beyond the point of equal- 
ling the loss, form of themselves an element of profit. On 
the contrary, the Australian Mutual Provident, under the 
guidance of Mr. Richard Teece, has granted very liberal sur- 
render values from the first year of insurance, and has 
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extended the benefits of policy loans to a very unusual degree. 
This company also pays all its bonuses annually, and in rever- 
sion with the privilege of conversion at any time, without 
conditions as to health. The Northwestern pays its ordinary 
bonuses annually in cash, with the option of applying them 
in reversion, if evidence of good health is given at the time 
of electing so to apply them, which cannot be earlier than 
when the first bonus is paid, at the end of the second policy 
year. The companj' also issued policies with tontine and 
semi-tontine bonus periods of ten, fifteen, or twenty years. 
The tontine policies are wholly forfeitable upon discontinu- 
ance before the expiration of the period, at which date of 
expiration, however, the surrender for cash of the policy is 
permitted, and all the reserve and surplus is payable without 
deduction, and including the policy's share of the assets of 
discontinued policies. The semi-tontine policies differ from 
these only in that the surplus alone is considered forfeited 
upon discontinuance, the same value in cash or otherwise 
being given tfs if the policy were an annual bonus policy. 
This cash value, however, represents a very considerable sur- 
render charge. 

The premium for a policy in the Northwestern Mutual of 
one thousand dollars or pounds, expressed decimally, is 26.49 
per annum, at age 35, on the whole life tables. The bonuses 
paid in cash and reversion on such a policy issued in 1883, 
and for each year up to and including 1892, were as follows : — 



Year. 


Cash Bonuses. 


Reversions. 


1885 


7.12 


20.00 


1886 


7.51 


20.60 


1887 


7.73 


21.00 


1888 (double) 


15.70 


43.20 


1889 


7.98 


22.20 


1890 


8.21 


22.60 


1891 


8.46 


23.00 


1892 


8.72 


23.60 


1893 


9.00 


24.20 



80.43 220.40 

The reserve value of the reversions is 94.45. A memo- 
randum of surplus accumulations on a tontine policy, issued 
at the same age, and on the same plan, reads as follows : — 
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Year. 


Ordinary 
Surplus. 


Lapse 
Profits. 


Loss 
Profits. 


Brought 
Forward. 


Interest. 


Total. 


1885 


6.85 




.20 






7.05 


1886 


7.51 


1.51 


.09 


7.05 


.39 


16.55 


1887 


7.73 


.44 


.65 


16.55 


.91 


26.28 


1888 


15.70 


.64 


.72 


26.28 


1.44 


44.78 


1889 


7.98 


.72 


.60 


44.78 


2.47 


55.95 


1890 


8.21 


.21 


.72 


55.95 


3.08 


68.17 


1891 


7.93 




2.37 


68.17 


3.75 


82.22 


1892 


8.19 




1.33 


82.22 


4.11 


95.85 


1893 


8.47 




.78 


95.85 


4.30 


109.90 



This policy was issued in a state which imposed upon the 
premiums a percentage tax, which was deducted from the 
ordinary surplus before it was entered in the first column. 
The actuary informs me that the total surplus would be more 
by 1.85 if the policy had been in a state where no such tax 
was imposed. Adding this to the total surplus, we have 
111.75 as the surplus which the company would pay under the 
most favorable circumstances. The heading " loss profits " 
may need explanation ; these are the gains or abatements 
which come from the forfeiture of the bonuses of those who 
die during the term. It will be observed that the apparent 
or book profits from discontinuances are very small, — indeed, 
are insignificant. The absence of discontinuances during 
the last three years is significant of the approaching maturity 
and the hope of gain ; doubtless, the fear of loss, which would 
be equally great were the period of 15 or 20 years, would not 
operate in that case to so completely prevent discontinuance 
during the eighth, ninth, and tenth years as in this case. 
The approaching maturity must account for this. The com- 
pany issued no semi-tontine policies so early as 1883. The 
reserve value of the original policy, when 10 years old, would 
in each of these cases, without regard to dividend or bonus 
plan, be 133.41 by the 17 Offices' Table and 4 per cent, which 
form the standard for net valuation in. use by this company. 
By combining this reserve with the cash surplus, with the 
reserve value of the reversions, and with the tontine surplus, 
we get the total policy assets under each bonus system at the 



45J 



A Statistical Study in Life Insurance. 



93 



expiration of 10 years. It must be borne in mind, however, 
that in the case of the tontine policy alone could the policy 
then be surrendered for the whole assets. The figures are as 
follows : — 

Cash Bonuses. Reversions. Tontine. 

Policy Assets, 213.84 227.86 245.16 

The book, or apparent, profit realized from surrender 
charges was trifling, as is clear even when the surrender 
charge was the whole assets of the policy. This is further 
illustrated by comparing the total surplus accumulated upon 
a tontine policy with a similar accumulation upon a semi- 
tontine policy on the same plan, at the same age, and of the 
same year of issue. The plan is ten-payment life, the age 32, 
and the date of issue 1884. The bonuses were as follows : — 



Tontine. 
139.19 



Semi-Tontine. 

128.78 



The Northwestern apportions its surplus by the contribu- 
tion plan, as devised by Mr. Sheppard Homans. The Aus- 
tralian Mutual Provident Society varies from this plan only 
in dividing the gain from investments by the contribution 
formula and the salvage from mortality and expense estimates 
together, in proportion to the loading, which method favors 
endowment policies, because of the large amount of loading. 
The premium for a life policy for one thousand pounds, or 
dollars, at age 35, in the Australian Mutual Provident, ex- 
pressed decimally, is 27.67. The following is the bonus state- 
ment of such a poli.cy issued in 1883, all bonuses in rever- 
sion : — 



Year. 


Year's Bonus. 


Total Bonus. 


Amount at Risk. 


Surrender Value. 


1883 


22.50 


22.50 


1000.00 




1884 


24.30 


46.80 


1000.00 




1886 


24.60 


71.40 


1071.40 


53.56 


1886 


26.70 


98.10 


1098.10 


73.61 


1887 


26.90 


125.00 


1125.00 


94.48 


1888 


29.60 


154.60 


1154.60 


124.68 


1889 


30.70 


185.30 


1185.30 


150.01 


1890 


31.90 


217.20 


1217.20 


176.93 


1891 


31.40 


248.60 


1248.60 


204.73 


1892 


31.20 


279.80 


1279.80 


233.63 
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In this table the years have reference to the time within 
which the bonus was earned; in the Northwestern to the 
year when the bonus was paid. The Australian Mutual 
Provident computes the bonuses the first and second year, 
but they do not attach until the third year begins. The 
Northwestern withholds one bonus for five years, and then 
adds it to the fifth year's bonus. Dividends in reversion in 
the two offices compare as follows : — 

Northwestern Mutual. Australian Mutual Provident. 

220.40 279.80 

Taking into the account the higher premium of the latter 
office, these bonuses are approximately equal. Whatever 
difference there is is in favor of the policy of the Australian 
Mutual Provident. This difference is much enhanced when 
we compare policy assets by adding the reserves to the value 
of the surplus. The Australian office reserved at this time 
by the HM5 Table for policies more than five years old and 
4 per cent ; the Northwestern by the 17 Offices' Table and the 
same rate of interest. The total assets thus computed are — 

Northwestern Mutual. Australian Mutual Provident. 

227.86 252.55 

The latter exceed even the assets of a full tontine policy 
in the Northwestern (245.16). 

To recapitulate, we find that even in the matter of book 
or apparent profits the gain from surrender charges forms but 
an insignificant part of the entire bonuses. That even this 
small gain is more apparent than real is clear from the fact 
that the Australian office, operating under conditions almost 
exactly similar, but allowing liberal privileges in cash sur- 
renders and loans, pays bonuses at least equal to those of the 
Northwestern office, besides retaining a heavier reserve. 

To offset this apparent or book profit there must, therefore, 
be a corresponding loss in some other quarter which ordi- 
narily escapes observation, because seemingly disconnected 
from the subjects we have been considering. This element 
will, I apprehend, be found to be the element of expense, 
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which is too often absent from actuarial calculations. The 
harsh forfeiture conditions tend to make men withdraw very 
early in the history of the policy if at all, and often before 
the office has recouped itself for the outlay to procure the 
policy. Besides, the fear of loss, bred of experience, causes 
an unusual and unnatural hesitation about embarking in 
insurance investments. It requires an uncommon, if not a 
high, order of talent to overcome that disposition by persua- 
sion; consequently, higher commissions must be paid. When 
the community has come to expect a loss for a large majority 
of those who purchase insurance, the task is yet harder, and 
few embark, if not over-persuaded, unless they can "see their 
way clear," as runs the phrase, which is familiar to the solicitor. 
All this calls for increased outlay. Consequently, we are 
not surprised to find the tontine companies paying the largest 
commissions, nor to find all companies paying higher commis- 
sions where these penetrate. Neither does it surprise us to 
find that in every community the companies allowing liberal 
privileges in the matter of loans and cash values pay the 
smallest commissions. 

Accordingly, as we might expect, we find the difference 
between the Northwestern Mutual's bonuses and those of the 
Australian Mutual Provident explained by the difference 
between the costs of procuring and retaining policies. The 
commissions paid for new insurance by the Northwestern 
average over 50 per cent of the premiums; commissions for 
collecting renewal premiums average about 6 per cent, but 
are 7£ per cent to those who originally procured the insur- 
ances. The Australian office pays as a commission for new 
insurances only about one-third of the premium on the aver- 
age, and no more than 3 per cent for collecting renewal 
premiums. The effect of this difference upon the expense, 
as compared with premium receipts, is seen in the following 
table : — 
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Percentage of Expenses to Premium Income. 







Northwestern 


Australian Mutual 






Year. 


Mutual. 


Provident. 






1883 


24.0 


13.8 






1884 


22.3 


16.8 






1885 


22.5 


15.7 






1886 


24.2 


15.3 






1887 


23.1 


13.9 






1888 


23.3 


12.9 






1889 


23.4 


14.1 






1890 


22.8 


14.0 






1891 


22.1 


14.2 






1892 


20.8 


14.0 





Mere inspection shows that this difference is sufficient to 
compensate for a more considerable book profit from discon- 
tinuances than we have been able to discover. It must be 
borne in mind, also, that the Australian office has for its 
chief competitors the great American tontine companies, and 
that it succeeds, notwithstanding, in procuring a larger vol- 
ume of new insurances annually in proportion to the popula- 
tion of the field it covers than any other office in the world. 
It is a natural result, however, of the long continued prac- 
tices of the American companies in these regards that those 
who in Australia would be the easiest procured patrons, the 
men who wish life insurance for its own sake, are in America 
the chief patrons of assessment companies where they entrust 
the company with no policy assets to withhold upon sur- 
render. 

It has already been mentioned that the mortality experi- 
ence of the Australian office is somewhat the lower, though 
both companies have had very favorable experiences. This 
superiority might bear against the theory of adverse selec- 
tion were it not that the rate of discontinuances in the North- 
western is many times greater than in the Australian office. 
The low mortality and discontinuance experiences thus to- 
gether prove that there are no such perils attending liberal 
surrender and loan privileges as have been imagined. Indeed, 
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it is found that offices which grant these privileges hold their 
business best even during seasons of wide-spread distress, 
and that in such times especially they are favored by the 
public in the purchase of new insurance. The Scottish 
Widows' Fund of Edinburgh, which is exceedingly liberal in 
the matter of surrenders and loans, actually procured more 
new insurances during the troublous year of 1893 than dur- 
ing the relatively prosperous year of 1892. The New York 
Life also made excellent field use of its small concession in 
loans. By way of comparison with the Scottish Widows and 
the Australian offices, the actual transactions in new insur- 
ances, etc., are given herewith of one of the great American 
companies doing business in those fields : — 

Is Australia and New Zealand. 





The Australian Office. 


The American Office. 




£2,859,997 
2,417,209 


$2,588,645 
2,910,055 


In Great Britain. 




Tlie Scottish Widows Office. 


The American Office. 




£1,434,500 

475 900 


$3,974,776 
2,550,810 









The Australian and British offices' figures are given in 
pounds, and the American office's in dollars, as I received 
them. Since it is only intended to point out the comparative 
ratios, no conversion is necessary, and I have not troubled 
to make one. 

From all the foregoing facts the following conclusions are 
properly deducible, viz., there is no evidence that there is 
such a thing as adverse selection by discontinuance in any 
office which possesses the confidence of the public : in any 
case such adverse selection in offices which are not already 
ruined stops short of vitiating calculations based upon the 
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standard tables of mortality ; the imposition of a surrender 
charge even to the extent of total forfeiture seems to increase 
discontinuances instead of diminish them, except as the hope 
of gain thereby operates to prevent this ; this hope of gain is 
not warranted by the facts, for, while there is an apparent or 
book gain, the thereby increased cost of procuring insurances 
more than compensates for it ; in times of financial crisis and 
stringency offices allowing liberal cash value and loan privi- 
leges do not suffer more from withdrawals than do others, 
while they do receive the favor of the public in the purchase 
of new insurances. 



